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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALIFORNIA

In the Matter of the Appeal of )
W LLI AVSON ASSQOCI ATES ;

Appear ances:

For Appel | ant: Robert C. Harris and Julian ii. Stern,
Attorneys at Law

For Respondent: 4. Ben Jacobson, Associate Tax Counsel

OP1 NI ON

This appeal is made pursuant to Section 25667 of the
Revenue and Taxation Code from the action of the Franchise Tax
Board on the protest of WIIlianson Associates to proposed assess-
ments Of additional franchise tax in the amounts of $11,023.92,
$17,934.75, ¥18,152.92, 423,484.51 and $21,503.82 for the income

years 1951, 1952, 1453, 1954 and 1955, respectively.

. Appellant is a corporation. It conducted a coin nachine
business in San Francisco. |t owned bingo pinball nachines,
flipper pinball machines »nd shuffleboards.” The equipment was

| aced in bars, restaurant.:, and other locatious. %he proceeds

rom each machine, after exclusion of expenses clainmed by the

| ocation owner in connection with the operation of the nmachine,
were divided equally between Appellant and the l|ocation owner
Equi prent, was placed in about 100 |ocations.

Ag el lant al so owned claw nachines. These were placed in
about locations. @Qut of the proceeds from each machine,
after exclusion of expenses claimed by the location owner in
connection with the operation of the nmachine, half went to the
| ocation owner and half was retained by the collector. The
collector turned in his collections to Appellant and received a
conm ssion of a certain percentage thereof. George WIIianson
told Respondent's auditor in 1957 thet the claw nmachine collectors
were enpl oyees of Appellant. (M. williamson carried the title
of secretary-treasurer but was in fact the principal managing
officer. HLe died prior to the hearing in this appeal.)

| N adaition ApPeIIant owned nusic machines. Appellant and
Respondent agree for the purposes of this appeal that pel | ant

| eased the nusic machines to another route operator. I'S
operator serviced the machines, and paid a percentage of his
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receipts to Appellant as rental

~In 1954 Appellant purchased a group of pinball machines
which were already |eased to a route operator for a fixed nmonthly
rental per machine. Ap%ellant_had nothing to do with the opera-
tion of these machines but derived income from the |ease during

1954 and 1955,

The gross income included on Appellant's records and tax
returns was the total of amounts retained fromlocations as to
pi nbal | machi nes, claw machines and shuffl eboards. AFpeIIant al so
entered as gross income the rental received fromthe |essees of
the pinball "and nusic machines. Deductions were taken on the tax
returns for salaries, depreciation and other business expenses.

Respondent determ ned that, except as to nusic. nmachines,
Appel 'ant was renting space in the [ocations where its machines
were placed and that all the coins deposited in these machines
constituted gross incone to Appellant. Respondent also dis-
al lowed all expenses, music machine depreciation excepted, pur-
suant to Section 24436 of the Revenue and Taxation Code (Section
24203 of the Revenue and Taxation Code fromJuly 1, 1951, to
June 5, 1955, and Section 8.01 of the Bank and Corporation
Franchi se Tax Act fromlay 3, 1951, to June 30, 1951.) Section
- 24436 reads:

In conputing net incone, no deductions shall be
allowed to any taxpayer on any of its gross incone
derived fromillegal activities as defined in
Chapters 9, 10 or 10.5 of Title 9 of Tart 1 of the
Penal Code of California; nor shall any deduction
be allowed to any taxpayer on any of its gross

I ncone derived fronlan¥ other activities which
tend to pronote or to further, or are connected

or assocliated with, such illegal activities.

Asto the claw nmachines, we conclude that Appellant rather
than the collectors was the principal. This conclusion is based
on Ceorge Williamson's Statenment to Respondent's auditor and on
Appellant's method of recording the income on its records and tax
returns.

~ The evidence indicates that, except as to |eased pinball and

musi ¢ machines, the operating arrangenents between Appellant and
each location owner were the same as those considered by us in
Appeal of Hall, Cal. St. Bd. of Equal., Dec. 29, 1958, CCH Cal
Tax Cas. Par. 201-197, 3 P-H State & Local Tax Serv. Cal. Par.
58145, Qur conclusion in Hall that the nachine owner and each
 ocation owner were engaged a joint venture in the operation
of the machines is, accordingly, applicable here.
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The |eased pinball machines woul d appear to be simlar to
the |eased nusic machines insofar as Appellant's Qross incone was
concerned.  Since Appellant had nothing to do with placenent,
collections or service on the |eased pinball machines, its only
gross inconme therefromwas the anount of rental received fromthe
route operator.

In Appeal of Advance Automatic Sales Co., Cal. St. Bd. of
Equal ., Oct. 9, 1962, 3 CCH Cal. Tax Cas. Par. 2 P-H State
& Local Tax Serv. Cal. Par. , We concl uded that' the owner-
ship or possession of a pinbalT machine Was illegal under Pena
Code Sections 330b, 330.1 and 330.5 if the machine was predom -
nant|y g gane of chance or if cash was paid to players for

unpl ayed free games, and we also concluded that a bingo Pinbal
machine was predomnantly a game of chance. In Appeal O
Gallitero, Cal. St. Bd. of Equal., Oct. 9, 1962, 3CCHCal. Tax
Cas. Par. , A P-H State & Local Tax Serv. Cal. Par. , we

hel d the ownership or possession of flipper pinball machines to
be illegal under the sane Penal Code provisions if cash was paid
to players for unplayed free games.

- Respondent's auditor testified that George WIIliamson told
himin 1957 that payouts were made on all pinball machines and
that of the total Coins in the pinball machines, one-third went
to the players, one-third to the location owners and one-third to
Appellant. ~ Another officer of Appellant testified that payouts
were made on bingo pinball machines and that they averaged one-
third of the amounts in those machines. A former enployee of
AFpeIIant al so appeared and stated that the |ocation owners
claimed reinmbursement of approxinmately one-third of the machine

roceeds. Finally, two location owners who had pinball machines

rom Appel l ant testified that they paid cash to players for
unpl ayed free games. One of the location owners testified that
he made such payouts with respect to flipper pinball machines.

Ve conclude that it was the general practice to pay cash for
unpl ayed free ﬁanes to players of Appellant's bingo pinball
machi nes and that such payouts were nade as to at |east sone of
the flipper machines. Accordingly, there was illegal activity in
the ownership and possession of bingo pinball nachines, which
were predom nantly ganmes of chance, and in the payment of cash to
winners on both types of machines. W have previously held the
operation of a claw machines to be illegal whether or not a
successful player is permtted to redeem the nmerchandi se for cash
(Appeal of Perinati, Cal. St. Bd. of Equal., Apr. 6, 1961, 3 CCH
Cal”.” Tax Cas. Par. 201-733, 3 P-H State & Local Tax Serv. Cal.
Par. 58191; Appeal of Seeman, Cal. St. Ed. of Equal., July 19,
1961, 3 CCH Cal. Tax Cas. Par. 201-825,3 P-H State & Local Tax
Serv. Cal. Par. 58208.) Inasnuch as there was illegal activity,
Respondent was correct in applying Section 24436.
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Respondent has considered the music machines |eased to a
route operator as not connected or associated with the pinball
and claw machines operated by Appellant. On a simlar basis it
Is our view that the pinball machines |eased to a route operator
were not connected or associated with the pinball and claw
machi nes operated by Appellant. Therefore the only bases for
disal lowing the expenses related to the |eased pinball machines
woul d be if they were predom nantly games of chance or if cash
was paid to winning players. is to the |eased pinball machines
the record contains no ‘evidence concerning the type of machines
nor evidence indicating whether cash was paid to MAnn|n% pl ayers.
Respondent nmade no investigation of this subject. On this state
of the record we cannot hold that the |eased pinball machines
I nvol ved an illegal act|y|t¥. In the absence of even an attenpt
by Respondent to ascertain the facts we cannot invoke any pre-
sunption of correctness that mght otherwise attach to Respond-
ent"s actions.

~ The allowabl e expenses are the direct expenses of the |eased
nusic and pinbal|l machines. These are depreciation, cost of
phonograph records, and tax and |icense fees. Qverhead expenses
woul d appear to relate solely to the active route operation busi-
ness and not to the rather passive business of receliving rent
froma route operator.

As to the claw and pinball nmachines on Appellant's own
routes there were not conplete records of amounts paid to w nning
players or of amounts taken from the machines for paynent of
taxes. ResPondent_est|nated these amounts as equal to 80 percent
of the total deposited in the machines in the case of claw
machines and as equal to 50 percent of the total deposited in the
machines in the case of pinball nachines.

~The 80 percent estinate on claw machi nes was based on
partial records for 1951 and 1952 indicating about 63 percent of
the total going to wnning players. In view of the $250 annua
federal tax on claw nachines Respondent estinated that taxes and
|'i censes would account for 15 percent of the total deposited in
the machines and rounded the result up to 80 percent. Respond-
ent's tax estimte necessarily assumes that each claw machine
takes in somewhat |ess than $5.00 a day. Judgin? fromthe record,
avai |l able to us $5.00 a day would be rather |ow for a claw
machine. W believe that a nore accurate estimate of the un-
recorded receipts of claw machines would be that they were equa
to 70 percent of the total deposited in the machines.

The 50 percent estimate on pinball machines was arrived at
as a matter of general policy but was not su?ported by any records
or by statenents of |ocation owners, collectors or other persons
havi ng know edge of the facts.
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_ As we have previously indicated, three persons connected
with Appel lant estimated thatthe payments to w nning players
amounted to about one-third of the ‘proceeds of the pinball
machi nes but one of these persons |imted his estimate to bingo
pinbal | machines. A location owner, on the other hand, testified
that he paid cash for unplayed free ganmes on fll?per pi nbal |
machines. W have not been inforned of the relative Inportance
of Appellant's fllpper pi nbal | machines as conpared to its bingo
pi nbal | machines either as to nunber or as to i1ncone produced.

Al though the record is somewhat confusing, it is necessary
for us to reach a specific conclusion. Qur conclusion is that
the unrecorded receipts of pinball machines should be conputed
as equal to 33-1/3 percent'of the total deposited in all pinball
machi nes operated by Appellant.

ORDER

~Pursuant to the views expressed in the opinion of the Board
on file in this proceeding, and good cause appearing therefor,

‘ 1T 1S HEREBY ORDERED, ADJUDGED_AND DECRELD, pursuant to
Section 25667 of the Revenue and Taxation Code, thattheacti on
of the Franchise Tax hoard on the protest of WIIlianson Associate
to proposed assessnments of additional franchise tax in the anmount
of $11,023.52, $17,934.75, $1€,159.92, +23,48L.51 and $21,508.82
for the |nconﬁ_¥ears.1951, 1952, 1553,_1354 and 1955, respec-
tively, be modified in that the gross income and disallowance of
te?]cge%sesd are to be reconputed in accordance with the opinion of

e Board.

boneat Sacramento, California, this 10th day of January,
1963, by the State Board of Equalization.

John . Lynch , Chai rman
Go. R Reilly , Menber
Paul R Leake , Menber
Ri chard DlNevins , Menber
, Menber
‘ ATTEST @ Dixwell L. Pierce , Lecretary
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